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Among,  the  deauctior..s  permitted  to  ice  taken  under-,  the  Internal  Reyenue 
Co.de  from  gross  income  in  order  to  arrive  at- net  income , subj ec  fc  ,tc j taX| 
there  are  specified  under  Section  23(a)(1)(A)  of  the  Internal.  Revenue 
Code  ”all  the  ordinary  and  necessary  expenses  paid  or  incurred  during 
the  taxable  year  in  carrying  on  any  trade  or  business,  * * *,«.  The  reg- 
ulations (Regulations  111,  Section  29*23(3')^!)  state  that  business  ex- 
penses deductible  from  gross  inc.ome  include  “the  ordinary  and  necessary 
expenditures  directly  connected  with  or  pertaining  to  the  taxpayer:*  s 
trade  or  business,  * * * ,n 

It'  must  be  remembered  in  dealing  with  all  deductions'  under  the  income 
tax  law  that  the  concept  of  net  income  is  a purely  statutory  one; 
legal  bbstacle  exists  to  the  taxation  of  gross  income;  all  deductions, 
in  'Other  words,  are  matters  of  legislative  grace,  not  of  right,  so  that 
when  a taxpayer  asserts  that  he  is  entitled  to  deduct  any  item  he  must 
show  that  the  item  comes  within  the  language  used  by  Congress.  In  order 
that  e:!qpenses  may  be  classified  as  ordinary  arid'' necessary  expenses  in- 
curred  in  a trade  or  business,  thiree  elements  must  be  presented,' 'firbt, 
the  taxpayer  must  be  conducting  a business,  second,  the  expenses  must  be 
found  to.  be,  ordinary  and  necessary,  and  third,  they  must  be  paid  or  in- 
curred within  the  taxable' year . It  should  also  be  noted  .that  many  other 
specific  statutory  deductions  such  as  taxes,  may  also  be  business  expenses 
Clearly  any  given  expense'  cannot  be  taken  more  than  once.  ')If  it  is  taken 
under  the  heading  of  taxes  while  it  also  con.sti.tutes,  a bus i.nes’s.  expense, 
it  cannot  again  be  taken  as  a business  expense ..','3 

^rom  reading  the  previsions  of  the"  code  it  will  be  observed  that  the  ex- 
penses incurred  in  a business  must  be  both  ordinary  and  necessary  in  order 
to' be  ded'actible.  The  cuestion  naturally  arises  what  are  to  be  considered 
ordinary  and  necessary  expenses  "within  the  meaning  of  the  statute.  The 
Supreme  Court  and  other  federal  courts  frequently  have  passed  upon  this 
question.  A well  knov/n  tax  authority  has' said  with  respect  to  this  de- 
duction: ' 

“The  case  law  on  the  subject  .of  deduction  and  business  ex- 
penses indicates  that  mo'st  of  the  cases  involve  contro'versial  ', 
questions  of  fact  rather-  than  of  law^  although  it  is  frequently' 
difficiolt  to  sever  the  tv/o  (Mertens  Vol . 4,  24.01.  page  '304') . “ 

In  'Commissioner  v,  He.isin'geh , 320  U.S,  467,  the  deductibility  of’ a lawyer' 
fee  was'  in  question.  The  S'xpense.  was  incurred  in'  a un'successful  attempt 
to  defend  the  taxpayer  from  action  by  the  Postmaste'r  General  in  issuing 
a fraud  order  with  respect  to  a dentist's  mail  order  business.  The  Board 
of  Tax  Appeals  had  declined  to  allow  the  deduction.;  The  Circuit  Court 
of  Appeals  reversed,  and  the  Supreme  Court  affirmed,  the  Circuit' Court 
of 'Appeals  saying,  (p.  475.^.= 

’j.'  '“Whether  ah  e:q)enditure  is  directly  related  to  a business  and  whether 
■■'it  is  ordinary  and  necessary  are  doubtless  pure  questions  of  fact  in 
most  instances.  Except  where  a question  of  law  is  xanmistakably 


involved  a decision  of  the  Board  of  Tax  Aopea,ls..on  these  issues, 
having  taken  into  account  the  presumption  supporting  the  Commis- 
sioner's ruling,  should  not  he  reversed  hy  the  federal  appellate 
courts.  Careful  adherence  to  this  principle  will  res'olt  in  a more 
orderly  and  uniform  system  of  tax  deductions  in  a field  necessarily 
heset  hy  innumerable  complexities.  Cf . Plormel  v.  Helvering,  supra. 
Ho’-ever,  as  we  have  pointed  out  above,  the  Board  of  Tax  Appeals 
here  denied  the  claimed  deduction  not  hy  an  independent  exercise  of, 
judgment  hut  upon  a mistaken  conviction  that  denial  v;as  required  as,, 
a matter  of  law.  We  therefore  affirm  the  judgment  of  the  Circuit  . 
CoTiTt  of  Appeals  reversing  and  remanding  the  cause  to  the  Board  of 
Tax  Appeals." 

The  recent  case  decided  hy  the  Tax  Court  of  the  United  States,  Hohert  S. 

Seese , Petitioner  v.  Commissioner , 7 C.  , passed  upon  the  question- 

of  the  deductibility  of  attorneys*  fees.  The  fees  were  incurred  in 
connection  with  services  rendered  to  obtain  the  petitioner's  release  from 
the  Havy.  It  was  contended  that  his  services  were  essential  to  the  busi- 
ness in  which  he  had  been  engaged  and  that,  accordingly,  the  fees  of  the 
attorneys  should  be  regarded  as  a business  expense.  In  deciding  that  the 
deduction  was  not  allowable,  the  covurt , by  Judge  Hill,  made  the  following 
statement: 

"We  think  the  expense  involved  was  essentially  personal  in  nature 
and  therefore  cannot  be  considered  ordinary  and  necessary  business 
expense.-  Drawing  the  line  between  personal  and  business  ex-penses 
is  often  difficxilt.  Some  expenses  seemingly  involve  both  personal 
■ and  business  elements  but  we  think  expenses  such  as  the  one  involved 
here  which  results  froma  personal  situation  of  the  individual 
concerned  as  distinguished  from  any  ordinary  and  customary  characte- 
ristic of  the'business  is  essentially  personal  rather  than  business 
expense.  The  expense  here  involved  was  incurred  in  order  to  adjust 
petitioner's  personal  situation  s-.  as  to  enable  him  to  engage  in  the 
Company's  business.  The  present  situation  seems  to  us  analogous  in 
principle  to  t'.ose  wherein  a man  incurs  expenses  to  secvxe  freedom 
from  a mental  institution  in  order  to  manage  his  own  property  or  a 
v/oman  pays  nurse  maids  to  care  for  her  children  to  enable  her  to 
work  outside  the  home.  Eugen e E . Hi nkl e , 47  3.T.A.  67,0;  Henry  C. 

Smi th . 40  B.T.A.  103^',  affirmed  per  curiam  lip  Bed.  (2l)  ll4; 

Mildred  A.  O'Connor,  6 T.C.  3-3*  these  situations, 

including  the  ^resent  one,  the  expense  is  directed  to  freeing  an 
individual  from  a situation,  personal  in  nature,  in  order  to  enable 
such  individual  to  engage  in  business.  Such  expenses  are  enabling 
expenses  based  on  personal  consideration  rather  than ’those  of  car-- 
rying  on  a ousi'ness.  - They  are  in  priaci-ple -similar  to  those  incufredl 
■ by  a'c-oitffluter  or  a student  for  specialized  education.  They  are 
•■-"-preliminafy  to  the  carrying  on  of  business  and  derive  essentially ' 
from' the -parti c\ilar  individual's  personal  requirements.  We  thinJc ' 

-fehe  reasoning  of  the  cases  cited  abo’Ve- ‘control  the  present  sit-oation-; 
Since  v/e  consider  the  expense  essentially  personal  in  character  al- 
thou^  incurred  and  paid  by  the  company  it  follows  that  such  expense 
‘cannot  be  considered  ah  Ufdihary  and -necessary  business  expense.  V/e 
hold  therefore  that‘xespdnd;eht  correctly  -disallowed  the  deduction." 


The  case  of  Kornhauser  v,  U»  S,  276  U.S.  l45,  also  involved  the  question 
of  the  deductibility  of  attorneys’  fees  v'hich  were  incurred  in  the  de- 
fense of  a suit  for  accounting  instituted  by  a former  co-partner.  The 
suit  grew  out  of  the  conduct  of  a partnership  business  and  it  was  alleged 
by  a former  partner  that  the  petitioner  had  collected  fees  for  services 
during  the  existence  of  the  partnership,  no  portion  of  v/hich  the  co-partner 
had  received.  The  Commissioner  of  Internal  Revenue  had  refused  to  allov; 
the  deduction  of  the  attorneys ’s  fee  and  the  refusal  resulted  in  the  suit 
agoanst  the  Commissioner,  The  court  said  that  the  expenditure  'for  at- 
torneys* fees  was  either  a personal  expense  or  a business'. expense,  as 
it  -was  not  a>  living  or  family  expense.  It  held'  that  the  expense  was  an 
’’ordinary  and  necessary”  expense,  as  a suit  ordinarily  and  as  a general 
thing  necessarily  requires  the  employment  of  counsel.  The  court  referred 
to  an  opinion  by  the  Solicitor  of  Internal  Revenue  and  to  another  depo,rt««  . 
mental  ruling  as  well  as  a decision  of  the  Board  of  Tax  Appeals,  In  the 
Solicitor’s  opinion  it  I'^as  held  that  legal  expenses  incurred  by  a doctor 
in  defending  a suit  for  malpractice  v'ere  deductible.  In'  the  other  depart- 
menta-l  ruling  it  was  held  that  legal  expenses  inc’orred  in  defending,  an 
action  for -damages  by  a tenant  v^ho  was  in.jured  while  v/orking  the  ...taxiiayer ’ s 
farm  v.'ere  deductible  as  a business  expense.  In  the  case  determined  by  the 
Tax  Board  it  was  held  that  a legal  expenditure  made  in  defending  a suit 
for  an  accounting  and  damages  resulting  from  an  alleged  patent  infringement 
was  deductible  as  a business  expense.  After  referring  to  these  cases, 
the  court,  in  determing  that  the  deduction  v^as  allowable  said; 

”The  basis  of  these  holdings  seems  to  be  that  v-here  a suit  or  action 
against  a taxpayer  id  directly  connected  v.rith,  or,  as  otherv.Use 
stated  (Appeal  of  Backer,  1 B.T.A.  214,'  2lO,  proximately  resulted 
■ from,  his  business,  the  expense  incurred  is' a business  expense  ’>.athin 
the  .meaning  of  § 2l4(a),  subd,  (l).,  of  the  act.  These  rulings  seem 
to  us  to  be  sound  and  the  principle  upon  v'hich  they  rest  covers  the 
present  case.  If  the  expense  had  been  incurred  in  an  action  to  re—  , 
cover  a fee  from  a client  who  refused  to  pay  it,  the  character  of  the 
expenditure  as  a business  expense  would  not  be  rSoubted,  In,  the  ap- 
plication-of  the  act  v^e  are  unable  to  perceive  any  real  distinction, 
between  an  expenditure  for'  attorney’s  fees  marie  to  secure  payment  of 
the  earnings  of  the  business  and  a like  e-xpenditure  to  retain  such 
earnings -after  their  receipt.  One  is  as  directly  connected  v/ith  the 
business  as  the  other.” 

See  also  Lampkin  v.  Bovvers,  '50  Red.  Supp.  874, 

Again,  in  Uelch  v;  Helvering,  -290  U,  S,  111,  the  court  discussed  tne 
meaning  of  the  phrase  ”ordinary  and  necessary  expense,”  The  issue  was 
vmether  payments  made  'by  -a.  taxpayer  are  allo’-'able  deductions  if  .made  to  , 
the  creditors  -of'  a banl-crupt  corporation  of  which  t'-'e  taxpayer  ’-/as  former- 
ly an  officer  in  an  endeavor  to  strengthen  the  taxpayer's  standing  and 
credit.  In' discussing  the  v.prd  ”ordinary”  the  court  said,  03/ Mr,  Justice 
Gordo  zp : ’ 

3 * * - 

’’Ordinary  ip  this  context'  does  not  mean  that  the  payments  must  qe.  ^ 
habitual  or  normal  in  the  sense  that  the  same  taxpayer  vrilj,  have  to 
make  them  often,  A lav'suit  affecting,  the  safety  of  a business  ;:'.ay 
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, haprien  once -.in,  a llfetijne.  PThe  counsel  fees  inay  "be  so  heavy  tliat 
repetition  is  unlikely-,  "Uone  the  less,  the  exoense  is  an' ordinary 
one  "because  ve  kno’-/  from-  ejqperience  that  payments  for  such  a purpose, 
v.'he.ther  the  amount- is  r large  or  small,  are  the  Pommon' and  accented 
means  of  defense  against- ^attack,  Cf.  Kornhauser  v.  United  States, 

.276  U.S,  145,  The  situation  is  unique  in  the  life  of  the  individual 
affected,  hut  not  in- the  life  Of  thegroun,  the  community,  of  vhich 
he  is  a nart.  At  such  times  there  are  norms  of  conduct  that  help  to 
stahilize  our  judgment,  and  make  it  certain  and  objective,  . The  in- 
stance is  not  erratic,  hut  is  brought  v'ithin  a kno’-.n  type. 

In  referring  to  what  was  done  in  the  particular  case  xmder  consideration  — 
the  pa^onent  of  another’s  -debt  - the  court'  said; 

"Indeed,  if  language  is  to  be  read  in  its  natural  and  common  meaning 
* * *,  we  should  have  to  say  that  'Dayraent  in  such  circumstances,  v. 
instead  of  being  ordinary  is  in  a high  degree  extraordinary.  There 
is  nothing  ordinary  in  the  stimulus  evoking  it,  and  none  in  the. ...y 
response.  Here,  indeed,  as  so  often  in  other  branches  of  the  law, 
the  decisive  di stincticns  are  ihose  of  degree  and  not  of  k.ind.  • One 
struggles  in  vain  for  any  verbal  formula  that  vdll  .supnly  a ready 
touchstone.  The-  standard  set  up  by  the  statute  is  not  a ruJ-e  of  la.v;; 
it  is  rather  a way  of  life.  Life  in  all  its  fullness  m.ust  supply 
the  ans’-'er-  to  the  -riddle,'’ 

In  the  case  under  consideration,  the-  court  decided  that  the',_  expenditure 
v;as  not  a deductible  one  because  it  v;as  rather  in'  the  nature  of  a canpital 
expenditure  - one  -:ade'  for  the  pior'oose- O-f'maihtaining  good  w>.;ill,y.hich  the 
court  regarded  as  a capital  asset.  In  this  case,  a footnote  lists  a nuniber 
of  d.ecisions  ’-dth  resnect  to  the  allowability  of  deductibns  as  ordinary 
e::penses  as  follov/s;  , - . 

Commissioner  v,  Peo-ole's  Pittsburgh  Trust  * 60  P,  (2d)  ISJ,  allowing 
expenses  incurred  in  the  defense  of  a criminal  charge  growing  out  of  the 
taxxmyer’s  business;  -American  P-o'lling  Mill  Co,  v.  Commissioner,’  '4l  P,  (2d) 
314,  allo’dng  contributions  to  a civic  improvement  fund ’by  a corporation 
employing  half  of  the  v.^age  earning  population  o-f  the  city  on  the  prouud 
that  the  contribution  was  made  to  add  to  the  skill  and  productivity  of  the 
workmen;  Corning  Ulass  Iforks.  v,  Lucas,  37  (2d)  -ISy,  allowing  donations 

to  a -hospital  by  a corporation  ’-hose  employees  constituted  tv;o-thirds 
of  the  population  of  the  city; , Harris  v,  Lucas,  4S  P,  (2d),  allo^^firig 
payments  of  debts  discharged  in  bankruptcy  but  subject  to  be  revived  by 
force  of  a new  promise,  Lucas  v.  Ox  Pibre  Brush  Co,,  281  U.S,  115* 
allov/ing  additional  compensation  paid' to  officers  of  a corporation  for 
services  previously  rendered.  There  are  'also  listed  certain  decisions 
specifying  expenditures  that  were  not  to  Ije  regard.ed  as  ordinary  expenses 
as  follows;  Eubinger  v.  Commissioner,  36  P.  (2d)  disallov.dng  pay- 

.ments  by  a taxpayer  for  f'^e  repair  of  fire  damage  distinguishable  from 
repairs  necessitated  by  vrear  and  tear;  Lloyd  v,  Comimissioner,  55  (4d) 

S42,  disallowing  counsel  fees  incurred  by  the^  president'  of  a corporation 
in  prosecuting  a slander  suit  to  protect  his  reputation'  and  that  of  the 
business;  IO5  West  55th  Street  v.  Commissioner , 42  P.  (2d)  84o,  aixd 
Blaclovell  Oil  & Gas  Co.  v.  Commissioner,-  60  P,  (2d)  257,  disallowing 
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payments  to  stocl^olders  In  settlement  of  disputes  "between'  them  which 
there  was  no  leyel  liahil.ity  to  meke;  ^^nlte  Commissioner,  6l  F.  (2d)  726, 
disallowing  payments  in  settlement  of  a la^-'suit  against  a member  of  a part- 
nership, the  theory  being  that  the  payments  enabled  the  partner  to  devote 
his  undivided  efforts  to  the  business  and  '>rotect  his  credit . ' ' 

The  following  additional  criteria  have  been  laid  down  as  tests  for  de- 
termining deductibility;  (l)  Since  the  statute  designates  business  ex- 
penses the  exroenditures  sought  to  be  dec^ucted  must  not  have  been  in- 
curred in  connection  vith  personal  transactions  such  as  expenses  incurred 
in  earning  taxable  income  not  arising  from  a, trade  or  business;  (2)  The 
expenses  cannot  result  in  the  acquisition  of  a permanent  asset.  If  such 
an  asset  is  accuired,  the  cost  must  be  regarded  as  a capital  expenditure 
except  in  certain  special  cases.’*'  • 

In  some  cases  the  question  arises  as  to  yhat  constitutes  a trade  or 
business,  l/hile  this  is  not  a difficult  or  abstruse  question,  it  is  well 
to  draw  attention  to  it  since  there  have  been  contentions  made  that  ex- 
penditures ’fere  deductible  when  it.  was  ultimately  determined  that  the 
expenditures  in  question  were  not  marie  in  connection  with  a business.  The 
rule  for  determining  v.’hether  any  enterprise  is  a business  within  the  mean- 
ing of  the  Revenue  Code  is  referred  to  in  the,  case  of  hliite’s  Infill  v. 
Commissioner  of  Internal  Revenue,  119  Fed.  2d  6l9,  where  it:  ■'-'as  held  that 
the  trustees  managing  a trust  estate  are  not  engaged  in  business  within 
the  meaning  of  the  act,  the  court  saidi 

' "We  are  confronted,  therefore,  ’'ll. th.  the  cues t ion  whether  the  trustees, 
in  the  management  of  this  trust  estate,  .are  .engaged  in  a business 
'v^ithin  the  meaning  of  the  Revenue  Act.  The.- -language  of  the  statute 
itself  gives  no  definition  which  we . may . automatically  apply  to  a 
set  of ■ facts  and  find  from  such  app'’- ication  an  authoritative  answer. 
Nor  has  the  Supreme  Court. of  the  United  States  given  us  a formula 
by  which  ’•’■ar”'ing  sets  of  facts  ma"  be  resolved.  In  deputy  v.  du  Pont, 
19^0,  30,3  U.  3.  Ugs,  U99,  60s.  Ct.  363,  369,  3U  L.  Fd.  H16,  Mr. 
Justice  Frankfurter  in  a concurring  opinion  joined  by  Mr.  Justice  Reed 
stated  that  * "*  * * Carrying  on  any  trade  or  b_u9iness  ,3’  wJOthin^Uie 
corft emulation  of  § involves  holding  onefe  self  out  to  cthei'S 

engaged  in  the  selling  qf  goods  or  s^ryicps. ' As  will  appear  from 
the  facts  stated  below  the  activities  of  these  trustees  fall  far  short 
of  meeting  such  a test.”  (Emphasis  added) 

Many  que’^tions  arise  with  regard  to  the  nature  of  specific  expenditures'  and 
their  classification  either  as  current  expenses  that  muy  be  written  off  in 
the  taxable  year,  or  as  capital  expenditures  that  may  not  be  deducted. 
Generally  sneaking,  any  expenditures  which  result  in  benefits  realized  and 
exhausted  within  the  year  are  deductible  provided  they  meet  the  other  tests- 
If,  on  the ■ other  hand,  they  result  in  the  acquisition  of  assets  which  have 
an  economic  life  beyond  the  taxable  yea,r,  the”  would  ordinarily  not  be- 

*See  Winding  Gulf  Colliery  Co.  v-.  Brast^, , 1^,  Fed-.-  Supp.  .7*13*  Ma.rsh  Fork 
Coal  Co . V.  Lucas , *12  F-'  (2d)  83;  Uni  tpd_^t  aj^es  v.  Roden  Opal  Co.,  39 
(2d)  *^23 ; Gommissioner  v.  Brier  Hill.  Collieries , 50  • (2d)  777  • ■ 


deductilDle ••  ■ In  thre  latter  case,  the  outlay  may  he  recovered  through  otherr 
channels  such  as  depreciation,  depletion,  and  amortization  allov/ances. 

In  the  case  of  Edwards  & Son  v.  Clarke , 29  Eed.  Supp.  Gjl,  it  was  held 
that  a departmental  store  maintaining  two  buildings  and  which  constructed 
a tunnel  under  a street  from  one  building  to  another  must  capitalize  the 
expenditure  rather  than  take  it  as  a business  expense. 

A case-  similar  to  that  of  the  department  store  is  Parke rsb-’jjpg  Iron  & Steel 
Company  v.  Ennn^ , 4S  led.  2d  lo3.  The  cost  of  alterations  in  the  build- 
ing necessitated  by  the  installation  of  new  machinery  were  held  to  be  capi- 
tal expenditures  rather  than  business  expenditures  deductible  for  the  tax 
year , 

In  Connally  Realty  Co.  v.  Commissioner , 81  Eed.  2d,  221,  a building  "altera-  ' 
tion  was  disallowed  as  a deduction.  Here  the  court  said: 

"This  outlay  of  money  is  not  an  expense  of  business  likely  to  hap- 
pen any  year,  but  was  occasioned  by  an  unusual  occijrance,  one  that 
does  not  often  happen  at  all.  Repairs  to  a building  are  necessary, 
and  regarded  as  ordinary  although  occasioned  in  unusual  degree  by 
storm,  flood,  or  the  like.  But  this  building  fell  into  no  disrepair, 
nor  was  it  physically  injured  in  any  way  requiring  restoration.  The 
city  altered  its  street  with  detriment  to  the  desirability  of  portions 
of  the  building  for  rent,  but,  so  far  as  appears,  without  touching  the 
building.  The  outlay  was  made  in  an  effort  to  adapt  the  building  to 
changed  surroundings,  but  not  to  repair  any  physical  damage  to  it.- 
The  withdra,wal  of  a railroad  frontage  or  the  change  of  a neighborhood 
from  residential  to  business  or  the  like  somietimes  required  re-' 

■moddLing  or  altering  buildings  to  miaintain  their  renta.bility.  "These 
are  not  ordinary  expenses,  although  necessary,  but  are  additional 
investments;  not  repairs,  but  improvements.  If  they  do  not  make  the 
property  worth  more,  or  to  rent  for  more  than  before  the  change  of 
conditions  which  required  the  alterations,  they  make  it  worth  much 
more  than  it  v;ould  be  without  the  alterations.  The  added  investment 
may  forecast  a loss,  but  the  loss  for  income  tax  purposes  is  realized 
only  v;hen  the  building  is  disposed  of.  There  is  here  a physical  struct 
ure  representing  the  investment.  The  benefit  is  not  limited  to  the 
year  of  the  expenditure,  but  is  expected  to  continue 'for  the  life 
of  the  property.  The  expenditiore , being  considerable,  cannot 
be  regarded  as  an  ordinary  expense  of  a Single  year,  but  must  be 
treated 'as  ah  additional  capital  investment.  Black  Hardware  Co.  v. 
Commissioner  (C.C.A.)  39  E*  (2d)  460," 

In  the  case  of  Helve  ring  v.  Windmill , 305 'U-S,  79  > “the  Supreme  Court 
held  that  brokers'  commissions  v/ere  capital  expenditures  and  must  be  added 
to  the  cost -'of  securities  purchased  rather  than" ' deducted  as  business  ex- 
penses. 

In  -Eirst  Hati'onal'  Bank  & Trust  Go'mpahy  of  Tdlsa  v'.-  Jones;  53  Eed.; Supp. 

842,  it  was  held  that  premiums  paid-by  a bank'''ori''lif e insurance  policies 
held  as  collateral  for  a loan  were  properly  deductible  under  the  facts  of 
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that  case.  Here  the  court  held  that  the  advances  in  question  were  made 
without  hope  of  expectancy  of  repayment  and  therefore  could  not  he  said 
to  he  loans  or  debts;  that  they  were  justified  hy  proper  business  precau- 
tion incident  to  the  protection  of  collateral,  and  therefore  that  the  ex- 
penditure was  justified  in  the  plaintiff's  business  under  the  circumstances. 

So,  ye  find,'  on  reviewing  some  of  the  cases  dealing  with  business  expenses 
that  while  the  subject  is  intrinsically  simple,  it  may,  nevertheless,  be 
one  with  regard  to  which  many  questions  may  be  raised,  ,They  are  largely 
questions  of  fact  but  we  have  attempted  here  to  state  the  principal  guiding 
rules. 

Trade  Association  - Hight  of  Corporation  To  Be  A Member 


In  Electrical  Contractors'  Association  of  the  City  of  Chicago  v.  A.  S. 
Schulman  Electric  Company,  391  111.  333.  A.L.R,  7S7.  63  H.E.2d  392. 
the  question  was  presented  of  whether  a corporation  without  specific 
statutory  authority  was  authorized  to  be  a member  of  an  incorporated 
trade  association;  and  the  f-'orther  question  was  also  presented  of  whether 
it  v/as  legal  for  a trade  association  to  collect  dues  based  upon  the  volume 
of  business  done  by  each  of  its  members. 

The  association  brought  this  suit  against  the  electric  company  to  recover 
the  difference- .between  what  the  electric  company  had  paid  as  dues  and  the 
amount  that  was  owing  "at  the  rate  specified  in  the  constitution  and  bylaws" 
of  the  association.  The  electric  company  alleged  that  the  constitution 
and  bylaws  operated  to  restrain  "trade  and  tended  to  stifle  competition 
' among  the  members  of  the  trade  generally."  The  electric  company  also  pleaded 
that  it  never  yt&s  .a.  member  of  the  association  because  an  Illinois  corpora- 
tion could  not  legally  become  a member  of  the  trade  association,  a non- 
prof it, .corporation  , ' • 

In  ho.ldi.ag  against  the  electric' company  and  in- favor  of  the  association 
the '.nQiirt.. said,  in  part: 

"By  the  terms  of  the  constitution  and  bylav;s,  participation., in  plain- 
tiff's corporate  affairs  was  limited  to  those  who  qualified  to  become 
members  and  v/ho  thereafter'  stistained' their  membership  by  payment 
of  .dues.  The  one  v,ho  sought  membership  was  required  to  make  appli- 
ca'tioh  'in  writing- on  blanks  provided  by  plaintiff-,  apd.  ac.ppmpieny  it 
witn  an ' 'i'hi.tiation  fee  of  2ach  applicati-on.- had  to,,  .beqr.,  the 

7' endorsement'  of  'two  members  in  good  standing.  Upen  ;repeipt..of  the 
' . application’,"' plaintiff  -refehre-d  If  to  ifa-.^ex-ecutiv'e  nomrait.te.e  and 

, ,.if  fh.e  committee  approved,'' it  --was  subralf.-fed -TtO;  a votd-a.t  .'the,  next 
-7  .regijiar  me.e'-t-'ing  of  the  m.embe'-r's.  ' A 'iriajonfty  v-ote  v^a-s  a prerequisite 
to.  membership Tinder'  such  cirC'-umstanoas','  f-h'Q:  appLloatdon,.  its  ap- 
' „ .prgyalfahd  tW ''QO'nstitu'tidn  and ''bylav;s:, constituted  the  agreement  by 
w:hich'.ah  applicant  cb-tild''be'CGme  and  continue  to  be  a memher,  .of  the 
'associa-t'ion.  . They  pfovide'd  for  the  payment--of -dues  .by,  each- member 
and  in  this  action  the  consti'tution  and  bylav/s  constitute  the  basis 
of , plaintiff [s  claims.  If  they  contravene ■ public  policy,  they  are 
■unenforceable  and  plaintiff’s  action  fails.  The  contention  of 
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defendrntj  that  there  wa^  such  violation,  necessitates  a construction 
and  interpretation  of  the  constitution,  and  D''"lav,'S . This  is  a qaestioa 
of  law.  Zeialer  v.,  Illinois  Trust  & Savings  Bank,  2'-^5  111  130,  91 
FE  lOlil,  SS  LEA.  (FS)  1112,  19  Ann  Gas  127. 

’’The  suhstauce  of  the  provisions  of  the  constitution  and  "bylaws  perti- 
nent to  the  puDlic-poi  icy  question  is  as  follows!  The  preara'ble  to 
the  constitution  stated  that  the  interests  of  competitors  are  inter- 
dependent. ’Competitors  v’ho  assist  eacl\  ot’-er  are  mutually  benefited 
and  are  themselves  injured  by  acts  tendinv  to  harm  another.  Fith  co- 
operation "Gom.)etition  is  the  Life  of  Trade,”  vdthout  co-operation 
competition  is  ■•'he  death  of  trade.’  The  purposes  of  the  as'^ociation 
were  eno.merated  to  be,  (l)  the  di  scussion  of  subjects  of  interest  and 
value  to  the  members;  (2)  the  advancement  and  improvement  of  the  in- 
dustry; (3)  the  col'’ection  and  dissemination  of  statistics  end  infor- 
mation of  value,  to  its  members,  and  (^)  co-operative  action  b.v  the 
members  in  connection  wuth  all  thing's  bearing  n.n'the  v;ell-being  of.  ■ 
their  industry.  An  executive  committee  of  seven  members  v^as  elected 
by  bal^'ot.  The  chairman  of  the  committee  v/as  president  of  the  as- 
sociation. The  committee  was  given  the  }'!Ower  to  select  a secretary 
and  treasurer,  prescribe  their  duties  and  to  appoint  standing  cpmmit- 
ties.  As  stci-ted,  they  passed' u -on  applications  for  mem.be rship;,bui^,. 
their  decision  approving  an  application  ’-'as  subject  to  the  will  of 
a majority  of  the  members  voting  at  a.  repuler  meeting.  Originally, 
the  constitution  provided  for  three  classifications  of  members^ but 
this  was  amended  to  include  but  two,  namely,  contractor-dealers  and 
dealers.  The  former  was  defined  as  meTibers 'who  do  not’ employ  build- 
ing construction  mechanics  that  the  ■As'::;oci3tion  makes  work, ing  agree- 
ments vdth.'  Dealer  membership  was  defined  as  members  who, do  not 
employ  building  construction  mechanics  a^nd  v-ho  are  primarily  engaged 
in  the  retail  merchandising  of  electrica.l  appliances  . -.Dealer  m.embers 
v'ere  not  allowed  the  privilege  of  debate  or  vote  on  matters  concerning 
construction  or  labor  working  agrei^m-ents  . In  addition  to  the  initia- 
tion fee  of  each  member  was  to  ps.y'd:.ies  eoual  to  U/lO  of  1 per 

cent  of  all  construction  or  merchandising  b-tsiness,  computed  on 
monthly  billings . A minimum  of  dues  in  any  year  was  fixed  at  $75 
for  contractor-dealers  and  $50  for  dealer  members. 

’’Defendant  contends^  that  since  the  amount  of  dues  each  member  nays 
to  the  association  shall  be  equal  to  H/lO  of  1 rer  cent  of  the  business 
transacted,  this  gives  to  every  other  member  an  interest  in  the  con- 
tract : nd,  having  such  an  interest,  crea.tes  a condition  v.hich  tands 
to  destroy  competitive- bidding.  To  adopt  sn.ch  a conclusion  is  to 
a;ssume  tha^t:  dues  paid  wil'' , in’  the  course  of  time,  be  distributed  to 
■^he  jaercbe.rs  in  the  fqrn  of  dividends.  There  is  nothing  in  the  consti- 
tution or  bylaws  to  support  it.  It  is  a nonprofit  corporation  and  the 
accumulation  of  money  or  the  division  of  it  in  form  of  dividends  to 
the  ifiGHibers  is  not  provided.  The  objects  of  the  association,  above 
enumeraited,  contain  no  reference  to  contractors’  interest  in  the  earnings 
of  the  association.  The  objects  numbered  1,  2 and  3 clearly  and  de- 
finitely contain  nothing  that  could  be  Interpreted  as  a scheme  among 
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the  merahers  to  control  ’bidding  or  to  stifle  competition.  Purpose 
numher  ^ calls  for  co-operative  ■ ection  among  th’e  members  in  all 
things  ’bearing-  on  the  we.ll-’being  of'  t'he  •indlistry.  Such  purpose  is 
’broad,  ’but  to  say  that  it  -contains  a -design  to  stifle  c’ompetltion 
is  to  go_ ’beyond  its  plain  terms  'and' ascribe  ulterior  motives  to  the 
members  of  tne-  association  xrrhere- there  is' no  basis  for  it. 

!’The  sole  question  in  this  case  is  as  to  the  •'/•'alidity  of  the  agree- 
ment as  evidenced- b-y  the  constitution  and  byla’v's  of  the  association. 

It  is  not -a.  case  where- we  need  go  beyond  the  instrument  to  determine 
the  in'^erpretstion  the  parties  placed  noon  itj  but  evidence  was  intro- 
duced to  shovj.  the  consideration  each  mem’ber  received  for  the  dues 
paid.  The  one  who-  was  secretary  and  treasurer  of  the  association 
for  a number  of  j'-ears  testified  that  the  association  employed  an 
office  secretary  and  a.  research  engi'neer.  In  enumerating  the  things 
the  association  did  for  its  m.embers-,-  he  included  the  furnishing  of 
statistical  data,  the  obtaining- of ' pro-jier  regulation  of  electrical 
.inspection,  assistance  in  furnishing '-expert  advice  in  matters  'per- 
taining to  the  trade  generally, 'and-  assisting  in  the  designing  of 
electrical  appliances.  It  also  appears  from  his  testimony  that  the 
• employees  of  the-  various  members  of  the  association  vrere  members  of 
a labor union,,  and  in  connection  with  that,  he  stated:  ’We  formulate 
a standard  fo.r-m  of  agreement -and  labor  trouble,  and  disputes  .are  ar- 
tbitrated and -in  -case  we  can’ t /settle  'our  troubles  j or  if  we  have  a 
disagreement  or  jurisdictional  strife  between  two  or  m.ore  trades,  we 
submit  the  matter  to  arbitrators  and  they  settle  it.' 

♦ .!(<  ,*  ♦ ♦ ♦ P.i".  ' 

"Trade  associ'at'ioris , like  c.6;-ope.ra'ti''’'’er.pj:gani-.zgtions  in  the  fields 
oT  labor  and  agriculture,  ape  vfel'l  ■'es.t.ablisbed  and  accepted  as  . 
Amerlc.an  insti'tutions'.  The  Trad'e  Association  Survey,;  as  .prepa.red  by 
the- De.^Dartment  of  Commerce  in-  19^l',  sKoVs  that’ out  of  "a  'grou'o -of 
20U.  na-^ional  and,  regional  associations-^  s'elected  at  random  approxi- 
mate lyr,nixty-one  .per'cent  le-'^  dues-  on-’a  sli’din-g  scalp  in  -oro-oortion 
.to,  the  .size  or  volume  -of  bus i ne'e -s  • In  the  10th  Annual  Pe-oort  of  the 
'Secretary  of  > Commerce  . (,1-922),  it- v'as- stated:  ’’The  v;hole  movement  to- 
ward' c.p-operative  .action  arises  from  a f'andamental  need  to  which  vre 
must  gi'^re  heed,  vrnere  the  objectives  of  co-o-oeration  are  to  eliminate 
waste  in  production  and  distribution,  to  increase  education  as  to 
bet'^'er  methods  of  ’business,  to  expend . .re.search  in  processes  of  -pro- 
duction,  to  take  collective  action  in  policing  business  ethics,  to 
maintain  standards  of  quality,  to  secure  .-dequate  representation  of 
problems  before  the  Government  and  other  economic  groups  and  to  im- 
■Drove  conditions  of  labor,  to  negotiate  col'' ectively  v-dth  highly 
organized  groups  of  labor,  to  prevent  'anemployment , to  sup'oly  infor- 
mation equally  to  members  and  to  the  public,  upo.n  which  better  judg- 
ment may  be  formulated  in  the  conduct  o.f  .bus. Iness ; then  these 
activities  are  -woVking  in  *he  public  interest,’ 

”Qur  conclusion  is  that  plaintiff’s  constitution  and  bylaws,,  and  .par., 
ticuiarly  the  dues,  are  not , under  the  facts  shov-n, 

contrary  to  ou’blic  policy.  , . - . 
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"Defendent's  contention  thrt  it  nf^Yer  iDecaine  a memtier  of  the  plaintiff 
association  is  urged  on  two  grounds:  (l)  That, the  conditions  stated 
in  the  hYlav/s  hy  which  a member  ’•Teg  admitted  to  membership  were  never 
complied  ’dth  by  either  of  the  parties,  and  (2)  that  defendant  being 
a corporation  could  not  legally  become  a member  in  a voluntary  non- 
nrofit  association.  Defendant's  letter  of  February  25, .1926,  addressed  • 
to  plaintiff,  recuesting  the  name  of  A.  S.  Schulman  on  the  record  be 
changed  to  read  A.  S-  Schulman  Electric  Company  was  sufficient  to  be 
treated  by  plaintiff  as  an  anrlica.tion  for  membership.  Plaintiff  had 
the  right  to  waive  the  requirement  of  the  rule  that  applications  be 
on  printed  forms  and  endorsed  by  two  members  if  it  so  desired.  Parties 
could  also  vmlve  the  reouirements  as  to  voting  upon  the  application. 
Hot^^rithstanding  the  departure  from  the  course  prescribed  by  the  bylaws, 
defendant's  representatives  attended  9D  oer  cent  of  the  meetings  of 
the  association.  There  was  a provision  which  fired  a penalty  of  $2 
for  fahlure  of  a.  member  to  attend  a regular  meeting.  Whether  defend- 
ant's representative  attended  to  avoid  the  penalty,  or  whether  the 
attendance  was  prompted  by  an  interest  in  the  affairs  of  the  associ- 
■ ' ation  is  immaterial,  for  in  either  event  there  is  ample  evidence  that 
1'.  the  parties  considered  defendant  a member  of  the  association-  Under 
such  circumstances,  defendant  is  not  priyileged  to  open  the  question 
as  to  whether  its  agent  acted  without  authority  in  sending  the  letter 
requesting  a'  chance  on  the  records  to  show  it  as  a member.  It  cannot 
nov.r  claim  that  the  payments  of  dues  to  plaintiff  were  made  under  a 
mistake  of  fact,  that  it  thought  it  was  a member  when  in  fact  it  was 
not. 

"The  statute  under  which  defendant,  was  organized  did  not,  during  the 
period  covered  by  the  accounting,  contain  an  express  provision  that 
a business  corporation  such  as  defendant  could  become  a member  of  a 
nonprofit  association-  such  as  plaintiff.  Regardless  of  the  statute, 
defendant  become  a de  facto  member  if  not  a de  .jure  member.  Prom  1926 
to  1939,  recognized  its  obligation  to  -oleintiff  and  paid  plaintiff 
$8607.52  as'  dues.  It  is  conceded  that  the  payment  made  was  not  all 
that  was  due.  Defendant  received  plaintiff’s  services  and  accepted 
the  benefits  of  being  a member  of  the.  association.  Under  such  cir- 
cumstances defendant  is  in  no  position  to  sajr  that  the  statute  under 
which  defendant  was  organized  did  not  authorize  the  acceptance  of  it 
as  a member."  (Emphasis  added;)  • , . , 

For  other  cases  involving  comparable -.situations -see  the  note  to  the  instant 
case  in  161  A.L.R.  787 • 

Director  - Uot  Entitled  to  Preference 

In  the  case  of  Farmers  Cooperative  Association  v.'  Kotz, Minn 

23  U.V\r.2d  57^,  the  question  was  presented  of  whether  a chattel  mort.gage 
given  by  the  as''Ociation  to  the  def^ehdaht  was  invalid  because  he  had  been 
a director  of  the  association  for '-miany  years. 

On  September  6,  19^^,  the  defendant,  v/ho  had  bsea  a director  and  a treasurer 
of  the  associe.tion  for  many  years,  resigned.  The  association  at  that  time 
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owed  him  a substantial  amoiont  of  money  on  account  of  loans  vihich  he  had 
.made, ths  association.  On  October  4,  1944,  the  board  of  directors  voted 
that  .the  association  give  a mortgage  to  the  defendant  on  "all ’ merchandise , 
equipment,  book,. accounts , and  notes  receivable  as  security  for  money  then 
owing  him,"^  And  "On  October  6,  1944,  a mortgage  of  $3,500  was  thereupon 
given  defendant  as  security  for  the  indebtedness  then  existing  and  for 
future  .advances , the  aggregate  of  v/hich  should  not  exceed  $4,5CO."" 

The  defendant  claimed  that^a  provision  in  the  chattel,  mortgage  given  to 
■■him  was  violated  and"cn  "irovember  28,  1944,  he  instituted  proceedings  to 
•foreclose  the  mortgage.  ’ On  December  11,  1944,  pursuant  to  notice  the 
property  covered' by  the  mortgage  was  sold  at .public  auction  and  bid  in 
by  defendant  for  $3,528.10. 

■prior 'to  this  time  the  former  manager  of  the  association  brought  a s’^it 
against  the  association  to  recover  commissions,  and  he  obtained  a judg- 
ment in  his  favor  for  $5^^*55-  execution  on  the  judgment  was  returned 
unsatisfied,  and  thereupon  in  pursuance  of  a petition  therefor  a receiver 
for  the  association  was  appointed  on  December  20,  1944.  The  receiver 
then  brought  this  action  for  the  purpose  of  having  the  chattel  mortgage 
given  to  the  'defendant  and  the -mor  tgage ’ fdreclo siore  sale  declared  null 

and  void',' ■ ■ ’ ■'■"■;■  • ■■■ 

■ / ^ ..'1  ■■ . 

In  the  trial  court  the  receiver  was  successful,  and, the  defendant  then 
'...appealed  to  the  Supreme  Court  of  Minnesota.  ■Tha,t:-  court:.reversed  the 
trial  court  and  granted  a new  trial.  In  doing  so.',. "the  .Cou.rt...'apparently 
proceeded  on  the  theory  that  as  the  defendant  was-not  a dire.(ttor'';Of  the 
association  at  the  time  the  mortgage  was  given  and  as  the  evidence  did 
not  warrant  the  conclusionrthat  prior  to  his  resignation  as  ...a  director 
he -had  arranged  with-,  the -^officers  of  the  association' or  with  its'directors 
for  the -giving  of  a-.  Cha.t t el  • mortgage  to  him,  a new  trial  was  justified-;  : 

- In.  reaching.'thisncChclusion  -the  court,  among  other’  fnings,  said:  '..  ’ '• 

..*4fhen  a corporation  is  insolvent,  its-directors  cannot,  by  taking 
. advantage  .of  their  fiduciary  relation,  secure  to  themselves  a..pre--, 

. .ference..  over  other  creditors,  Taylor  v.  Mitchell,  SO  Minn.  492, 

.■..,83  xI.W.;..4l8.  In  13  Am. Jr.,  Corporations,  § 1271 ,- the  nule  is.  thus 
stated;  'The  great  weight  of  authority  is  to  the  effect  that  a ; • 
preferential  transfer  to  a creditor  who  is  an  officer  of  the  corpo- 
ration vin,  payment  of,  or  as  security  for;  a .pre-existing  debt-. is  in- 
valid:..if .. the  corporation  is  insolvan-t,  ■*  The.  denial  of  the,  right 

of  directors  of  an  insolvent  corporation  to  obtain  a preference  by 
■w.hy-of ’.rsecurity  or  ■payment  of  .d.f.bts.'due  -th-em. -by  the  corporation'is 
not  as,,  a,  rule,  founded  upon  . the-.tr-ust.-fund.-.- doctrine  , but.  upon  the 
theory  that  it  is  inequitable:  .that.-'. a,  director  , whose  po'sition -aS;  to 
knowledge  of  conditions  and  power  to  act  for  the  corporation  gives 
him  anradvahtage , sho-uld  be  permitted- to  protect  his  ovm  claim  to 
the  de trimen, t;  of  others  at  ,a  time  when.fit  i.s- apparent  that  all  , the 
unsecured  d^bts  of  the  coiTporation  are  equally  , in  peril  and  that  all 
of  them  ca^anet  be  paid.  The  courts . sustaining  - tiia.t  rule  regard  the 
directors  asfea  sense  trustee  for  all  the  stockholders  .and  creditors, 
so  far  at  least  as  to  render  it  improper  for  him  to  act  solely  for 
himself  in  disregard  of  the  interest  of  those  for  whom  he  is  such 
trustee . ' 
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, =•  , , kt  him  time  the'mbrtgsge  I'fas  , executed,  defendant  was  a general 

creditor  of  the  aesocigttibn,  pfotahly  the  largest  creditor.  But  for 
the  fact  that  he  had  he eh  an  officer  and  director  of  the  association, 
there  is  nO'  Question  that  he  cnuld  lav^fully,  receive  a preference.  ' 

•’The  general  rule  is  stated  in  14A  C -.J . , Corporations,  § 
follov/s:  »*  * * The  rule  denyina-  the  right  of  officers  of  directors 

to  secure  preferences  applies,  although  they  are  hona  fide  creditors, 
and  to  preferences  to  officers  de  facto  as  v^ell  as  officers  de  jure. 

The  rule  cannot  he  evaded  hy  resignation  of  a director  shortly  before 
execution  of  the  security  constituting  a preference  in  his  favor  '>'here 
it  appeared  that  all  arangements  had  been  made  to  give  him  a preference 
at  a time  when  he  was  still  director  and  in  consequence  of  a consulta- 
tion xv'ith  other  officers  and  directors,’  and  cases  in  note  12.  See 
also  19  C.J.S.. , Corporations,  § 1391  • 

"As  has  been  stated,  there  is  not  testimony  in  the  record  to*  support 
a finding  that  defendant  as  director  participated  in  authorizing  the 
making  of  the  chattel  mortgage  in  question,  and  there  is  insufficient 
evidence  to  support  an  inference  to  that  effect.  Neither  is  there_ 
any  evidence  to  support  a claim  of  fraud.  The  securing  of  a preference 
by  a general  creditor  from  an  insolvent  corporation  is  not,  in  itself, 
fraudulent  under  the  laws  of  this  state."  ' _ ,, 

Apparently  the  court  was  of  the  opinion  that  under  the  law  of  Minnesota, 
if  the  defendant  had  not  made  arrangements  for  the  giving  of  the  chattel  • 
mortgage  to  him  prior  to  his  resignation  as  a director  and  officers,  the 
chattel  mortgage  would  be  valid  and  that  the  association ^would  be  entitled 
to  prefer  the  defendant  the  same  as  any,  oiiher  general  creditor  might  have 
been  preferred  by  the  associationt  In  other  words  it  was  a question  :of 
fact  as  to  whether  at  the  time  in  question  the  defendant  was  entitled  to 
be  regarded  as  one  who  had  a status  comparable  with  that  of-  a general 
creditor  v/ho  had  been  at  no  time  an  officer  or  director  of  the  associ- 
ation. 

As  indicated  in  the  foregoing  Quotations,  officers  and  directors  of  corpo- 
rations may  not  ordinarily  prefer  themselves  over  other,  general  creditors. 

In  the  case  of  Clark  v.  Pargeter . et  al., Kan. — _ — ,52?- 2d,  617 

(Summar-"  Fo.  1,  page  2),  the  court -ueld  that  an  association  may  not  under 
the  facts  of  that  case  prefer  stockholder  creditors. 

In  another  case  (Darling  & Compan,Y  ■^.  Petri . 1^2  Kan.  666,  27  P-2d  255) 
a cooperative  handled  fertilizer  on  a co  isignment  basis  and  the,  consignor 
of  the  fertilizer  was  held  entitled  to  sue  a director  for  the , pu;rchase 
price  iOf,.  fertilizer  when  the  director  attempted  to  offset  a debt  .;Which 
the  association  owed  him  against  a debt  which  he  owed  the  ass ociatipp 
for  fertilizer.  . 
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' " GPA  - Trelile  Daniages 

In  the  case  of  Porter  v.  Cokato  Coope-rative  GreamOt'-y  Association,  65  P. 
supp.  97^>  the:  .OP A "brought  suit  against'  the 'association  to  recover  tre'ble' 
damages  hy  reason  of  alleged  over-ceiling  sales-  of  "butter  in  violation  of 
the  Saergenc-y  Price- Control  Act  of  19^2,'  as  amended",  ^0  U.S.C.A.  Appendix, 

§ 901  P-t  seq. , and  revised  Maxim-ua  Price  Regulation  ITo.  239. 

A J'ury  returned  a verdict  in  favor  ,01  the  cooperative,  and  OPA  moved  for  a 
new  trial,  which  was  denied.  The  first  headnote-  to.' the  opinion  of  the 
court  discloses  the  ‘oasis  therefor: 

"In  action  hy  Price  Administrator  against  creamery  to  recover  treble 
' - damages  for  alleged  over-ceiling  sales  of  butter,  evidence  warranted 
verdict  of  j'ury  that  butter  sold  by  defendant  to  another-  creamery  in 
its  retail  department  was  a, sale  to  an  individual  retail  store  within 
' ’ p'rice  regulation  and  that  defendant  was  authorized  imder  regulation 

to  charge  price  received  and  that,  if  a violation  of  regulation  occured 
■ '*  ■■  it  was  not  willful  nor  result  of  failure  on  part  of  defendant  to  ta"K;e 
practicable  precautions  to  prevent  its  occurrence,  and  motion  for  new 
tria.1  would  be  denied.  Emergency  Price  Control  Act  of  1^42,  -'S  amended, 
50  U.S.C.A.  Appendix  § 9OI  et  seq." 

•Assets  Soil  By  Trustees  for  .Stockholders  - Hot  for  Corporation 


In  the  case  of  Acamop  Winery  Distilleries,  _Inc..  V.  "Commissioner  of  Intennal 

Revenue  , 7 T.C. , it  appeared’-  that: 'thebB' 'wa's  dissatisfaction,  among the 

stockholders  of  the  corporation  and  that  the  dissatisfied  stockholders  were 
desirous  of  getting  their  money  out  01  the  corporation.  _ . - 

The  attorney, for  the  stockholders  suggested' that  the  corporation" be'  dissolved 
and  that  the  assets  be  .distrihuted-.amGng  " the  stockholders,  who  could  then 
sell,  them,  thus  avoiding  a tax-on  the  ■ corporation '.on  accoimt  of  profits  that 
might  have  been  derived  by  the  corpbr^'tion  if  it  sold  the  assets. 

In  keening  with  , this  idea,  the  stockholders  entered  into  an  arrangement 
under  v:hich  the  major  part  of  ■ the  assets  of  the  corpora-tion  were  turned 
over  "to  three  trustees  named  "by  the  stockholders ,.  with  authority  in  the 
trustees  to  , sell  .the  assets  on  behalf  of  the  stockholders  and  to  distrib- 
ute the  nroceeds  .among  the  stockholders  in  proportion  to  their  holdings. 

The  t-rustees,  by  the  terms  of  the  -various  ’ instf-uments  under  v/hich  they  acted, 
were  authorized  to  act  only  for  the  stockholders,,  an-i  tn.ey  wer-ie-,  not  author- 
ized' to"  act  'in  any  v/ay  for  the  cornoration.  The  c.orpora'tion:  ne.tained  -a' 
small  portion  of  its  stock  of  wine  rnd.  a few  other  assets  t,o  pay  taxes,  to 
meet  certain  obligat  ions , /and  to  pay  the  expenses  in.cident  to  winding  up 
its  affairs.  "All  of  the  remainder  of  its  assets,  including  "v/ine  winery , 
real'"est8.te  and  ether  items,  were  distribirted  ,in  liquidation  to--  the- -‘trus tees 
for'  the-  stockholders,"  , 4 --t.- 

The  Commis'sioner  of  Internal  Revenue  took  the  po.sition  that  the  sale  0 f ■ 
the  assets  by  the 'trustees  was,  in  legal  effect  made  ior  the  corporation, 
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and  that  therefore  the  corporstion  was  liable  to  pav  income  taxes  on 
account  of  any  nrofite  arising  from  the  sals  of  the  assets. 

On  appeal,  the  Tax  Court  held  aa-ainst  the  Comnis^iioner , and  held  that  the 
sale  .of  the.  assets  t urned  over  to  the  trustees  was  made  exclusively  for  the 
stockholder  and  not  for  the  corporation,  and  hence  that  the  corporation'  was 
not  liable  for  income  taxes  on  account  of  the  sale  of  the  assets.  In  so 
holding,  the  court,  said  in  part: 

”The  Commissioner  has  taken  an  ijntenable  position  unon  the  main  issue 
■ in  this  case.  It  is  contrary  to  the  stipulated  facts  and,  as  a con~  . 
sequence,  is  not  supported  by  the  cases  u.pon’ vrhich  he  relies.  .He 
contends  that  the  trustees  were  'trustees  in  dissolution,'  acting  for 
and  on  behalf  of  the  corporation  to  carry  out  its  liquidation  and  dis- 
solution," they,  affected  the  sale  for  the  corporation,,^ the  letter 
realised  the  proceeds  and  is  subject  to  the  tar  on  the  net  gain.-  he 
states  in  support  of  this  contention  that  the  authori.ty,  given  the  trus- 
tees v^as  for  the  purpose  of  liquidating  the  'properties settling..the 
debts  of  the  corporation,  and  paying  the  remainder  to  the  shareholders. 
He  cites  Mrs,  f-rrnt  Smith,  26  3.T.A.  1171,  end  First  I^ational  Bank 
of  Wichita  Falls,  Trustee,  7 T.C.  203,  which  would  be  helpful  if  the 
facts  here  were  as  the  respondent  states  them,  but  the  stipulation  and 
the  testimony  are  to  the  contrary. 

"The  assets  of  the  cornoration  in  the  Smith  case  were  transferred  to 
an  agent  for  the  directors,  who  were  acting  as  trustees  in  liquidation. 
The  agent  v.ras  not  chosen  by  the  stockholders  and  was  not  representing 
them  in  receiving  or  selling  the  assets.  The  trustee  in  th^  V/ichita  . 

^ • Falj s.  case  also  acted  for  the  corporation  under  circumstahc.es.  unlike 
those  here  present.  ' 

"The  negotiations  which  led  to  the  sale  in  the  present  case  v-ere  begun 
after  the  lio'o.idating  distribution,  were  carried  on  bv  trustees  elected 
by  and  representing  only  stockholders,  v^ere  not  participated  in  by  the 
corporation  in  any  way,  and  had  no  important  coimection  v/ith  any  prior 
negotiations.  These  facts  disting^nish  this  case  f r om . M rs . Q-r ant  Smith, 

supra;  Fairfield  Steamshin  Gornoratiori,  3 T.C.  p66;  affd., Fed. 

(2d) Meurer  Steel  Barrel  Co.  v,  Commassioner . lUU  Ped. 

(2d)  383;  certiorari  denied,  3^4  U.S.  SoO;  and.  Court  Holding.  So.  v. 
Commissioner,  32^  U.5.  771,  cited  and  relied  upon  by  the  Comm.issioner, 
in  which  the  negotiations  leading  to  the  sale  ”.'ere  instituted  and  pushed 
to  an  advanced,  stage  by  representatives  of  the  corporation.  The  case 
of  Howell  Turpentine  Co.,  6 T.C.  76U,  is  similarly  distinsuishable . 

"The  trustees  in  the  present  case  were  not  in  form  or  in  fact  'trustees 
in  liquidation.'  They  v'ere  not  named  or  authorized  to  carry  out  the 
liouidation  of  the  corporation.  The  corporation  v/as  doing  its  own 
licuidating  an^  d.issolving*  It  retained  assets  needed  in  winding  up 
its  affairs  and  it  was  proceeding  with  its  liquidation.  If  any  further 
distribution  in  liquidation  is  permitted,  it  will  make  it.  The  trustees 
were  not  authorized  to  settle  any  debts  of  the  corporation  or  to  do 
anything  else  in  its  behalf.  The  assets  distributed  to  the  trustees 
were  not  in  fact  used  to  pay  off  any  debts  of  the  corporation.  The 
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proceeds  of  the  ssle  did  not  px>  to  oT  benefit  the  corporation.  The 
various  instruments  expressly  provi-^'ed  that  the  trustees  were  to  act 
solely  for  the  stockholders  in  receivin-^'  the  firs t 1 i ^^uidating  dis-^ 

tribution  and  in  selling  the  assets  thus  received.  The  respondent 

may  not  distort  the  stimulated  facts  to  support  hiS'  determination. 

"It  is  frankly  conceded  that  the  petitioner  did  not'  waht  to  sell  any 
of  its  assets  because  of  the  heavy  taxes  which  would' fpllow such  a 
step.  It  refused  to  sell.  It  is  also  conceded  that  the  stocktiolders 
wanted  to  get  their  money  out  of  the  yatitioner  and  they  formulated  a 
plan  for  that  purpose  which  was  adopted  in  preference  to  any'- other  • 
because  they  thought  it  would  be  acceptable  to  possible  buyers  and 
tax  advantages.  The  respondent  sa"s  ‘it  v;ould  therefore  be  proper"  ' 
to  disregard  the  trusteeship  device  in  the  computation  of  income 
tax  liability  under  the  rubric  of  Gregory  v.  Helvering.  (1935)  2^3 

U. S,  -465;  Alice  E.  Bssley-.-  (19^5)  4 T.C.  397,  aff'd.  (O.  C,A.  3rd  ■ 

19'^6) F.  (2d)^  • ; and ■ Court  Holding  Company  (1945)  324  U*3, 

"^31  •*  Form  sometimes  give's  away  to  substance  in  tax  matters,  but 
here  the' steps  taken  were  real  and  genuine.  Of.  Chisholm  v.  Com- 
missioner, 79  Fed.  (2d)  l4 . The  cases  cited  are  not  authority  for 
the  proposition  that  the  method  resulting  in  most  tax  must  be 
selected  .in  preference  to  another,  othervdse  proper  and  permissible, 
which  would  result  in  less  tax.  The  lav,'  is  to  the.  contrary . Gregory 

V.  Helve  ring,  supra. 

♦ ■4.,  ■ - 

? He  5&1  e v'as  made  for  the  stockholders,  who  owned  the  assets  sold. 

It  was  n-ot  made  by  or  on  behalf  of  the  petitioner.  Ho  sound  reason 
for  taxing  the  corporetipn..wi:th  any  gain  from  the  sale  has  been  sug-* 

. gested.  Conservative  Gas  Go  ; 30  H 'T  hi. . 592;  Central  National  Bank, 
Trustee.  29  •B..T-.Av  1123^.  Of.  Falcon  Co..'  4l  B.T.A.  ll^g;  affd*, 

127  Fed..  .(2d.)  .277.;  ^^hisholta  v.  Coinroiss.ioner , supra;  George  T.  Williams 
3 T.C,.  1Q'02;  Fruit-  Belt  Telephone  Co..  22  B.T.A,  440;.  hob°rt  Jerr.ison, 
Jy.  , 3 H'.T.A.  780,"  (Emphasis  added.) 

In  cases  involvin£  situations  analogous  to  that  involved  in  the  case  under 
discussion  some  close  questions  of  fact  may  be  presented;  and  in  some, 
instances  the  corporation,  in  legal  effect,  has  been  held  to  have  sold; 
the  assets  in  question.  For  instance,  in  the  case  of  Co;amiiss inner  of  ■ ■ 
Internal  Revenue  v.  Court  Holding  Compan:*,  32^  U.3.  33^/  v^hich  is  cited 
above,  the  court  held  that  the  sale  of  the  as.sets  in  that  case  .was  made 
for  the  corporation,  and  hence  that  the  corporation  was  required  to  pay 
income  taxes;  on  .any  profits  arising  from  the  sale.  Appareatl",  in  that 
case  before- the.., assets,  had  been:  distributed  as  a liouid.ating  dividend  to 
its  two  stockholde.rh,  the  ■ corpo.raH'on  itself  had  conducted  negotiations 
and  had  carried  the  sale' almost  to  a;  ponsjummat ion  before  the  liquidating 
dividend  xvas  declared. 
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Patronage  P'ivider^d's' 


-a-i  o. t-,  I.  . 

Unp  f,9,td  t e. S al  e s • B Is r egarde  d 


In  the-  case  'of  Proclucers  Crop--  ■liTip'roV.ejaent;  'A^sociatfob.  v..  Comtr.lss-j'oner  "o'f 
Interj!^.!  Peventie-,''  •decid'dii- Ity^the,  ,Tax;'.CGaxnt..  of- .-the'  -Undted^-State  s on'  Au^st 

1^,  1,9'^6s"  7'  P-C.’ co'drt  passed  upon  the  question  of  whether  the 

association  might  pay  pat.rpnage  refiqnds,  .onlj^:.,^  TOe^nhers- and  'decline  tp 
pay  patfbnage'  refuhds  ’to'  honmemhers/because , the-  sales-.-to'- nonmembers--  did 
not  result  ih- a' -saving 'or  profit.,  •- 


The  as  Jio elation  was  ehgagM  ' in',  the  .production-, pnd  'Sale  of  hybfid  sedd 
corn.c  . Appaf'ently  all  of  its  sales  tp  ,it,3  member s ■ of. 'hybrid  sced  -cdfh- 
were  retail  sales  ; 'and  'the  . members  in  the  purchase  of  hybrid  seed  cof-h  " 
at  retail’'paid  an  amount  for  the  corn  in  excess  of-, the  costs  and-ex-^'  -'' 
penses  prope'rlv 'attributable  to  such  business  , . ■ ' ' "■ 


All  of  .'the  .-s-a.les  that  .were 'made  by  the  assocla.'tlon  at  wholesale  were' 
made  to  .-nonmembers , and  the  uncontradicted  testimony  v/as  that  none 'of 
these  s'dles  resulted  in  a. "prof  it."  The  association  was'  nonexompt  ,/but 
the  association  desired  to  exclude  or  .deduct  .from  .its -gross  income 
amo-unts  which'  it  had  distributed  to  its.  members  in-  the"  form  of  pat'ronage 
refunds.  Apparently  the  question  was  no-t  raised  of-  whether  the  associa- 
tion wa's-  under  a mandatory  obligation  to  pay  patronage'  refunds'.  See 
American  Box  Shook  Expert  Association  v.  Gommissioner.  of  Internal  Pev'enue  , 
156  P.2d  029 1 Summary  ilo  . 31  > page  7* 


In  holding  that  the  wholesale  Sales,  none  of  which  v/ere  made  at  a profit, 
might  be  disregarded^  in  the  determination  of  and  payment  of ' patronage  •• 
refunds,"  the  co'ort  said-;  " . 

'""■The-  other  disagreement  on  patronage 'deductions  is  as  to  the  .'per - 
-ce'ntage  of  available- earnings, -to  be  attributed  to  -sales  to  '-members.. 
AppaX-ently  'both  pap,tles  -understand  who.  •the  .' members '-  are  and. it  Is' 
not  Imp'ortant  'that  :.wfe-,  do  not.  Both  .parties  r'ely  upon  A.R.B.  6'9'b7' 

• C.B.  III-l,  p.287>'TS9,  which  provides  that  ’ In  the  abs'ence'  of 
evidence  to  the  contrary,  it  will  be  ass-umed  that  the  dealings  with 
members  and  nor.mem'b.ers.  are.,  equally  pr-ofi table’  and  that  the'  amo-ont  ' 
""'available  for  ref:an-d  consists  of  e-?rn'ings  from  member  and  nonraember  - 
business  in  ..proportion  to  the  tc.-tal  amo-unt  of- business'  transacted 
v/ith  each  group,.  ^The  Commissioner  determin-edm  that- 30.1  percent'  of  ^ 
the  aroo-dii-fc  available,  for  19^2-  and -IS.-OS  PS- I'br  I943  was  at- - 
tributa'oie  to  sales  . to -members  and, " the'refore  , deductible.  He  in-.'- 
eluded  wholesale  . sales  as  -noninember  sales  in' his  c'omrp.utation  of  the 
percentages'.'  .Tho  petitioner  contends  that -'-i-rhole  sale  sales  should... 
be  'disregarded,,  since  they  did  not-  res-glt  in  any  'profit~.  The  uh- 
cbntrgdict.ed'  -onchallenged  ''evidence,  is  . that  whole s'ale -sales  ne.ver  . .. 

resul''t'ed__in  a prpfi.t.,.  ..They  -may-., '90  disregar'ded"in  ''allocating  the 
profits  between  member  and  nonmember  sales . " (Underscoring  added) 

As  no  patronage  -dividends  were  paid  to  nonmembers,  if  profits  as  a 
matter  of  fact  had  been  made  on  the  nonmember  business  the  association 
would  have  been  liable  for  income  taxes  thereon  even  though  it  had  been 
distributed  to  members  on  a so-called  patronage  basis.  It  is  not  be- 
lieved that  there  is  any  way  by  which  earnings  or  profits  made  on 
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nonmem.ber.  may  b-e..distri-buted  amcidg  ,-t‘he; -members  of  an  association 

so  as  to  relieve  an  association  from  liability  for  the  payment  of  income 
taxes  thereon.  By  establishing  that  no  earnings  or  profits  had  been  made 
by  the  a s.^.ci  at  do  nj  t-he- 'wholesale  busihes's-' 'Which 'if  ^had'- done  with  non- 
^ memoers,  there  was  of  co'arse  no  basis  for  the  payment  of  patronage  refonds 
to  the  nonmembers.  A patronage  refund  arises  from  an  "over  payment"  in 
the  casepcof/a  p.urchpfSihg,  association..  , Ii  no'-' "over  payments'"  ’ are  ma:de',  “ 

' technically  there  could  be  no  patronage  refunds. 

A pat po page  re. f;;n-d  proceeds  on  the' assumption  that"  savings  -W'-e-re  effected 
on  the  business- on  which  patronage  refunds*  are  paid",  .'lif;.  such  business' 'is 
handled,  a't:- cost. -there-  is  , 'of  coiirse,  no  basis' ‘for,  patr'o'hage  refunds  ' -and  .if 
business,  has- been  handled.  In  the;  red  this  would- mean'  that- the  member  'ousi- 
ness  had  . subsidi zed  -the  nonmember  business.  ' ■ 

As  the  absence  of  profit^ on -the  nonmember  business  entitled  the  associ'ation 
to  disregard  this  business  in  computing  patronage  refunds,  so  in  the^gase 
of  an -exempt . coo.perative  .association  "uha.uthOri  zed"  b'dsihess^  from  'the '''stand-', 
point  of -exemption  from  income  taxes  which  it  may  do,  that  ^does  :io-b , r|§ul't  ^ ' 

in  any  profit-,  'has -beep,  disregarded  in  determining  the  eligibi'iity  of  an 
association  for  continued  exemption.  At  least  this  appears  to  have  been 
the  holding,  i-.n  ..the,  .case  of  .-Producers ' Produce  Company  v.  Crooks , 2 B.Supp.  . 
969.  J-n.  .this  cape  - a .marketing -cooperative  had  bought  products  of  a deale'r'. 
and  the  -Supeau  of;  Internal  Revenue  on  fnis  account  questioned  the  eligi’Difity' 
of  the,..ass..o.c-,icat.-i=on- f or  continued  exemption,  but -as  it  apudafs  to  have,  been ' 
admitte.d.-4h:at-no -prof  its  v;ere  made  by  the  association  on'  this  busipes^s  ' -thp ' f ' 
court  held  -that  the  association  continued  to'  be  eligible  for  e'xeinp'tlpn'.''' " , . . 

In  the  case  ■under  .di s'c-us si.dn  it  appeared  that  the  assbcla’tibn"  hadpnct. 
dividends  on.  its-  stock  for  .:some' years , In  19^2  it  paid  a dividend, eq''dal^ 
to  trhe- -dividend  that'  'the  association  was  authorized  tO'  pay  on,  -the^  ^st'ock.  i.,.  , 

for  each  of  the  years  .in  'question.  The  association  cori"t'ende’d'  that  the  div- 
idends (as  provided  in  the  resolution  of  its  boards  of_  dire c tops)  except  . 
for  aru  amo'un't  that  wo -uid  'cover  the  dividend  for  the  year^.  1942,  were,  paid  , 
out  -of-..-.re.servfes-  or  s-urplus  that  had  been  accumulated  in  prior  years  and  - 
tha.t:-  the,-,  total  amount  of  the  dividends  disbursed'  in  1.942 "should  npt  be.,  , . 
subtracted  from  the  earnings  or  savings  made  by  the'  as'spciation  in  that  , . 

year.  Section' 119(b)'  of  the  Internal  Revenue  Code/  however , provides  in.  . , , 

effect  that  it  shall  be_  pre  siimed /h^t  juvidejids  Jiav6_been_ disjr pirated 

the  mos't  recently  accumulated  earnings.  Therefore  all  dividends_dis_ir_i_oubed 
'in“lo742  ]paLd__  f rom  th^.  e.araln^  nia^e_il . ' 

yVart This  ‘ operated"  to  reduce  the  amount  available  for  dist.ribution  am.ong 

the  members  in  1942  in  the  form  of  patronage  refunds,  and  of  course  operated 
to  reduce  the 'amount  that  the  association  could  deduct  or, exclude  in 
computing  the  amo-uht  of  its  net  taxable  income.  . ...  ^ 

The  association  also  urged  that  * its ' 1941  income  was  aonormal  ana  tnat  a.  , 
portion  of  the-  income  of.  that 'year  should  bb  attributed'  to  -prior  yea.rs  ,_  but 
the  court  found  that  the  association  had  no  "abnormal  income"  as  -defined  ‘ 
in  Sec.  721  (a)  of  the  Internal  Revenue  Code. 

If  the  association  had  prevailed  in  its  contention  that  it  has  abnormal 
j income  in  the  j'^ear  19^1,  a portion  of  the  income  for  tnat  year  wo-uld  have 
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"been  attriVated  to  prior  years  and  the  association  would  then  have  paid 
income  taxes  as  of  those  years  on  the  amounts  of  income  attributed  to  them. 

S ocial.. S:ecuri  ty  .Texes_  - j^griculturiil , Ju-S  ines^s 

In  the  case  of  United  States  v.  Colfax  G-rain  Grovers.  Inc.,  I57  J’-  2d  , 
the  court  saidi 

"The  question  presented  by  this  anpeal  is  whett^r  a farmers’  coopera- 
tive association  is  required  to  pay  social  security  taxxs  on  its 
employees  who  perform  services  in  connection  with  the  v/arehousing, 
handling,  grading  and  storage  of  agricultural  commodities  produced 
by  T)btir  members  "ahd'h^oh-meSbers  of  The  cooperative  when  more  than 
half  the  services  rendered  are  performed  on  products  of  members  of 
the  cooperative  association*^  (Simohas es  addedT) 

The  position  of  the  Bureau  of  Internal  Revenue  was  that  as  the  association 
had  done  a,  substantial  amount  of  nonmember  business  it  was  not  entitled  to 
successfully _.urge"that rthe_.l^p'r__in  ..question .was  _agri cultural'  labor. 

Undeq  the  regulations  of  the  Bureau  it  vras  clear  that  if  the  association 
had  done  no  nonmember  business  at  all,  that  this  grain  marketing  associ- 
ation with  respect  to  the  employees  involved  would  not  have  been  liable 
for  any  social  security  tares.  As  \.’ill  be  shown  later  by  quotations  from 
the  opinion,  the  court  in  effect  held  that  the  regulations  of  the  Bureau 
of  Internal  Revenue  were  more  restrictive  than  the  court  felt  that  the 
House  and  Senate  reports  on  the  bf  l that  resulted  in  the  amendment  to  the 
social  security  act  that  was  involved  in  the  case  .justified.  In  other 
words,  the  court  was  of  the  opinion  that  the  Bureau  should  have  given  the 
language  of  the  amendment  a broader  interpretation  than  it  had  done  because 
of  statements  appearing  in  the  House  and  Senate  reports, 

The  Bureau  of  Internal  Revenue,  in  the  drafting  of  its  regulations,  nro- 
ceeded upon  the  theory  that  the  term  "agricultural  labor"  was  not  to  include 
the  labor  of  those  that  were  engaged  in  the  handling  of  nonmember  products, 
at  least  if  the  amount  of  nonmember  products  marketed  was  e^ibstantial  in 
amount.  In  affirming  the  decision  of  the  Rederal  District  Court  holding 
that  the  cooperative  wae  not  required  to  pay  social  security  taxes  on  ac- 
count of  certain  employees,  the  appelate  court  said  in  part: 

"The  emyloyees  of  taxpayer  inyol's-ed  here  received  ’-heat  and  other 
grain  of  both  members  and  non-members  of  taxpayer,  at  taxpayer’s 
warehouses  and  elevators,  weighed  and  araded  it,  put  it  in  bins  or 
stacked  the  wheat  in  sacks.  The  products  of  members  and  non-members 
were  treated  exactly  alike  and  the  ’undisputed  evidence  is  that  the 
non-member  business  of  taxpayer  varied  between  27*^  and  3^^  0^ 
total  business  done  by  taxpayer  during  the  three  years  in  question 
here . 
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’’Under  § IbCO  o‘f  the  Internal  Revenue  Code,  employers  are  required 
to  pay  a tax- .on  the  vfages  paid  to  individuals  in  their  enpploy 
'during  the  calendar  year  with  respect  to  employnie-nt  *■ 

"Under  the  definition  .of  ' emploj-mnent ' in  § 'l607  of  the  -code,'  agri- 
cultural labor  of  the  t;}q)e  performed  here  is  exempt  from  the  tax 
'only  if  such  service  is  performed  as  an  incident  to  ordinary  ■ ' 
farming  operations  * * *.'  (Internal  Revenue  Code  §'  l6C7  (c)  ^('l); 

(1)  (4)).  This  definition  of  ' agricultur-l  labor'  was  added  by 
amendment  in  1533 > effective  January  1,  1940.  The  applicable 
regulations  dealing  with  this  section  state: 

"'Generally  services  are  performed  "as  an  incident  to  ordinary 
farming  operations"  wifhin  the  meaning  of  this  paragraph  if  they 
are  services  of  the  character  ordinarily  performed  by'  the  emnloyees 
of  a farmer  or  of  a farmers'  cooperative  organization  or  group  as 
a prerequisite  to  the  marketing,  in  its  unmanufactured  state,  of  any 
agricultural  or  horticultural ' commodity  produced  by  such  farmer  or 
by  the  members  of  such ' farmer s ' organization  or  group.  Services 
performed  by  employees  of  such  farmer  or  farmers'  organization  or 
group  in  the  handling,  planting,  drying,  packing,  packaging, 
process.ing,- freezing,  grading,  storing,  or  delivering  to  storage  or 
to  market  or’  to  a carrier  for  trans'por tation  to  market  of  commodities 
proauced  by  persons  other  than  such  farmer  or  members  of '"such 
farmers'  organization  or  group  are  not  performed  "as  an' incident 
to- 'ordinary  farming  operation."'  ' . ■ • ■ 

"The  District  Court  found  that  between  27^  and  38^  of  taxpayer's 
business  was  with  non-members  but  decided  that  such  business  with 
non-rn'emlers  did  not  cause  taxpayer  to  lose  its  exemption'  since  the 
so-called  50^  standard  applied.  In  the  instant  case  mnre  than 
of  taxpayer's  business  concededly  was  done  with  its-own 
members.  -The  District  Court-  gave '■  judgment  for  the  full -amount  payed, 
end  denied  the  Government's  counterclaim. 

"The  Government  contends  that  the  Regiilations , cy  defj.ning  the 
statutory  terms  'agricultural  labor'  and  'service  performed  as  an 
incident  to  ordinary  farming  operations',  as  not  including  services 
performed  by  eniployees  of  larmers  cooper  tives  on  the  products  of 
non-members,  -specifically  prevent  recovery  by  taxpay'er  in  tnis 
suit  and  argues  th&t  because  the  taxpayer's  non-member  business 
amounted  to  between  27^  and  38;^  total  "business  during  the 

years  in  question,  taxpayer's  en^jloyees  'do  not  qualify  for 
exemption  as  "agti cultural  labor,"  because  they  devoted  a sub- 
stantial 'portion  of  their  services  to  the  agricultural  products 
produced  by  non— members  of  the  cooperative.'  - • ■ 

"It  is  the  Government's  theory  that,  a cooperative  doing  .any  sub-, 
stantial  non-ra,ember  business  does  not  come  within,  tlie  exemption 
from  social  security  taxation  granted  by  Congress, 

"We  do -not  - agree-.  Termers'  cooperatives  -have  long  been  granted 
special  -favored -'treatment  Dy  Congress  ih  taxation  and  otner  .fields, 
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_and  in  all  such  .statutes,  the  co.operatives  given  this  favored  treat- 
ment are  cooperatives  where  .the  non-nemher  business  does  not  exceed 
50^0  of  the  total  business  done... 

"‘'So  far  as  the  Congress  is  concerned,-  the  50  percent  provision  has 
been  .inte.rwoven  into  our  law  through  many  and  varied  and  repeated 
enactments,.'  Sowles  v.  Inland  Empire  Dairy  Association,  53  E-  Supp. 
211,  217.,  Eist..  Ct.,  E.D.  Washington;  . 

"ITothing  appears  in  the  Social  Securi-ty  Act  which  indicates  that 
Congress  intended  to,  depart  from  its  prior  practice  of  favoring  a 
cooperative  who  business  with  non-members  is  less  than  50  percent. 

"Indeed,  so  far  as  the  Congressional  intent  may  be  gleaned  from-  the 
house  =nd  Senate  Committee  reports  on  the  1939  amendment  adding  the 
definition  of  'agricultural  labor'  (§  I607  (l)  of  the  Internal 
Revenue  Code)  it  is  clear  that  Congress  meant  the  5O  percent 
standard  to  apply  in  determining  whether  labor  performed  for  a 
farmers’  cooperative  to  be  execpt  agricultural . labor  or  not. 

"The  House  and  Senate  Reports,  in  identical  language,  after 
declaring  that  'The  expression  "as  an  incident  to  ordinary  farming 
operations"  is,  in  general,  intended  to  cover  all  .services  of  the 
character  described  * * * which  are  ordinarily  performed  by  the 
,pmployees  of  a farmer  or  by  employees  of  a, farmers'  cooperative 
organization  or  group  as  a prerequisite  to  the  marketing , in  its 
unmanufactured  stat,e,  of  any  agricultural  or  horticultural 
commodity  produced  by  such  farmer  or  .by  the  members  oi  such 
organization  or  group.',  go  on. to  state,  'To  ■yie_ejst_ent_.tha;^_such 
farmers organizations,  or  groups^  ^e.nga.ge_  in_  the  handling,  .etc. , 

^99 19.? _9 9^9 :.tho s e of  t^e i r own  production  or  that 
ci  their  members , such  h^dl_ing_,  et.c_. , is  no. t_ regarded _^s_b_ein_g 
capr.i?ji.  incident  to  ordinary  _f,9J5irig ,^ope rations . " In 

such  a case  the  rules  set  forth  in  subsection  .(c)'  of  this  section 
apply. ’ 

"The  subsection  (c)  referred  . to  is, in  the.  Old  Age  Insurance  Law 
and  is  identical  with  suosection  (d)  of  § l607  cf  the  Internal 
Revenue  Code,  relating  to  the  Unemployment  Compensation  Law, 
herein  involved.  That  latter  subsection,  ap  .ilying  as  it  does 
the  5070  standard. to  determine  whether  services  which,  in  part, 
constitute,  taxable  'employment'  under  the  act  are  to  be  wholly 
taxed,  when  read  with  the  House  and  Senate , Committee  reports 
above  quoted,  clea.rly  indicates  the  congressional  intent  to  grant 
tax  exemption. to  the  same  type  of  cooperatives  as  favored  in  other 
statutes,  namely,  a cooperative  where  non-member  business  does  not 
exceed  ^Ofo  of  the  total  business  done. 

"The ' applicable  Regulations,  relied  on  by  the  Government  to 
support  its  contentions,  closely  follow  the  language  of  the  ■ 
committee  rep'dfts  except  in  one  regard.  The  committee  reports 
declare  that  .where  employees  of,  cooperatives  handle  commodities 
produced  by  non-me,mbera,  the  '.rules  set  forth  in  subsection,  ( c) ' , 
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[which,  as  we  have  said,  in  effect  applies  the  SCfo  standard  to 
determine  whether  an  activity  constitutes  taxable  employment]  shall 
^pply-  -c-ut  the  Regulations  are  silent  on  v;hat  rules  shall  apuly  in 
cases  where  employees  of  cooperatives  handle  commodities  of  non-- 
memhcrs . 

"Thus,  the  Regulations  not  only  do  not  forhid  the  application 
customary  standard  to  determine  whether  cooperatives  are 
entitled  to  the  tax  exemption,  hut  the  Regulations  do  not  set 
standard  to  determine  that;  consequently,  they  do  not  require 
interpretation  given  them  hy  the  Government , namely,  that  any 
stantial  non-memher  business  v/ill  cause  a cooperative  to  lose 
tax  exemption. 

"And  while  it  is  true  that  administrative  interpretations  and  regula- 
tions are  to  he  accorded  great  weight  hy  the  courts  in  construing 
statutes  because  of  the  superior  knowledge  of  administrative 
officers  of  administrative  needs,  we  cannot  construe  a regulation 
so  as  to  defeat  the  intent  of  Congress  as  we  think  it  is  expressed 
in  committee  reports  hereinbefore  quoted. 

"Here  the  Reg''ulation  so  closely  conforms  to  the  House  and  Senate 
Committee  explanations  of  the  statute  that  it  is  a fair  ass''umption 
that  the  Comjnitte  reports  were  at  least  before  those  who  drafted 
the  Regulations  but  in  drafting  the  Regulations  the  reference  in 
said  committee  reports  to  subsection  (c)  seems  to  have  been  ignored. 
The  Regulations,  read  v/ith  the  committee  reports,  are  consistent 
with  the  congressional  intent  expressed  in  those  reports,  and 
indicate  clearly  that  the  5(pa  standard,  applied  so  frequently  to 
cooperatives  in  the  past,  \vas  intended  to  be  applied  here." 

(Emphasis  added.) 

In  the  case  of  ^che_Val]^y_Turke^  Growers  Ass'n  v.  Industrial  Com'n, 

Utah , l44  P2d  ^37  (S^ummary  Ho.-22,-p.  5,  ar.d  citations  therein 

given),  the  court  referred  to  the  House  and  Senate  committee  reports 
referred  to  above,  in  holding  that  the  association  was  not  required  to 
pay  social  security  taxes  on  certain  employees. 
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